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National Association of Cost Accountants 


PUBLICATION DEPARTMENT NOTE 


As to nativity, the author of this paper, is a fellow country-man 
of our genial Secretary, Dr. McLeod. To our esteemed friends across 
the water, professional accountancy is indebted for its beginnings and 
its essentially sound foundations. Scotland has contributed many things 
that have enriched the complex life of the present day, but for no one 
thing is the world under greater debt to her than for the men she has 
produced and sent out over the world. 

J. Gordon Steele was graduated from Watson College, Edinborough, 
accountant of Glasgow and a certified public accountant of the States of 
public accounting. He served for a number of years on the staff of 
Price Waterhouse and Company in Great Britain. He is a chartered 
accountant of Glasgow and a certified public accountant of the State of 
Minnesota and Wisconsin. He has heen a member of the National 
Association of Cost Accountants since November, 1920. Among his other 
professional memberships may be listed the American Society of Certi- 
fied Public Accountants and the American Institute of Accountants. 
For a while he conducted an independent practice of public accounting 
at Minneapolis. Since December, 1919, he has been a partner of Arthur 
Young and Co., Accountants and Auditors. After about two years at 
the New York office, he has had charge of their office at Milwaukee 
where he has been a member of our Milwaukee Chapter. 


THE MANAGEMENT FUNCTION IN BUSINESS 


On account of the extremely wide field covered by the subject 
of this paper, it will be possible to present only the more outstand- 
ing considerations involved in it. By way of introduction it may be 
pertinent to indicate some of the underlying conditions on which 
effective management rests and to point out some of the differences 
between efficient and inefficient management. 

Th solution of every problem, the making of each decision 
require careful and intensive study. Nothing should be left to 
chance, as the conclusions arrived at must be definite and final. 
It follows, therefore, that the completeness and accuracy of the 
statements prepared and submitted as a basis for judgment are of 
vital importance. 

If the only objects in presenting a periodical report of any 
business were to exhibit the financial results of the period covered, 
and to provide statistical data it would usually be sufficient to pre- 
pare a statement in short form. The successful solution, however, 
of problems facing industries demand economy and intensive man- 
agement, and as intensive management means careful and intel- 
ligent attention to detail, it is therefore necessary to adopt analy- 
tical accounting methods. 

As chance experiments have no place in industry, the import- 
ance of plant administration, which in the past has been to a 
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great extent overlooked, is a vital and essential part of all business 
enterprises. Hitherto manufacturers have too often been content 
to utilize old-type and worn out machines by making changes there- 
on which may or may not have proved successful. Instead they 
should have employed an expert and made use of his scientific 
— for the express purpose of defining the needs of the 
plant. 
The present call for scientific management is brought about 
by the changing stages of industry. When hand labor was the 
method of production, it was considered satisfactory as it was 
plentiful and cheap. Gradually manufacturing processes were 
revolutionized with the result that output was increased, thereby 
forcing expansion as the local demand could be more than supplied. 
The population increased with the betterment effected in economic 
conditions. This accounts for our large and increasingly populous 
districts in the Middle West where it has been found that certain 
articles can be manufactured more economically than in the New 
England States where the industry of this country originated. 
The changes and advances have been rapid and, though many prob- 
lems are still facing industry, manufacturing is being conducted 
in America on a larger scale than in any other country in the world. 
This situation, of course, has arisen through the development of 
the country’s natural resources, such as oil, timber, coal, iron and 
other minerals. 

Labor and volume of production are the two most difficult 
problems facing the industries of the present day. There is a 
scarcity of the former i.e. of skilled labor, and until recently there 
has been a falling off of the latter. The slogan of today is, Pro- 
duce! Produce! ! and Produce at low unit cost!!! During the 
world war when business was in a chaotic condition and tremen- 
dous profits were being realized, competition meant little if any- 
thing. In the year 1921, and in 1920 also, business practically 
stopped, prices dropped, and failures ensued. During the succeed- 
ing years there has been a considerable number of failures, but 
this condition was and is insignificant compared with the large 
number of business houses laboring under financial difficulties. 
Many large concerns have ceased operations and have not yet 
been reported as failures, because they have not yet passed through 
the bankruptcy courts. Such failures and embarassments are pri- 
marily due to poor and incompetent management, arising often 
from lack of knowledge or perhaps from some moral defect on the 
part of the employer. 

If the propriety of installing better methods were impressed 
upon employers, inefficient management might be eliminated to 
a considerable degree. The employer must think seriously of the 
work to be performed so that he can the better allocate it to his 
foremen and they to the workmen. Mental laziness on the part of 
executives is not conducive to good workmanship. The workman, 
as a rule is not fond of thinking and will conduct his work with 
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the least possible mental effort, taking his employer as an example. 
The autocrat who in early days, decreed the performance of certain 
work, thought little and cared less about the cost of its execution. 
Slave labor was then prevalent and the life of a slave was of little 
moment. Consequently the question of expenditure never occurred 
to the minds of those responsible for carrying on the work—suffi- 
cient for them if they fulfilled the autocrat’s decree. 

Frequently you will find that when a workman does not per- 
form his work in the most efficient manner, no proper instructions 
have been issued, and, of course, the blame then lies with the execu- 
tive. In certain shops it has been said that the workman is more 
capable than those directing the work. This is a manifest mis- 
statement, for workmen have little or no chance of acquiring and 
applying knowledge such as management has. 

Many factors have contributed to inefficient management, a 
few of which will be set forth here: 

1. Wrong attitude towards employing an executive staff. 

The need for an executive staff has been too little realized in 
the past. No plant can be administered properly unless the man- 
agement realizes that the so-called non-productive employees and 
staff are just as essential as the men who produce the goods. 

2. Wage payment system. 

This is largely a controversial matter, but a great deal of dis- 
satisfaction is invariably found in plants where the workmen are 
not paid a proper day’s wage. 

3. Ultra-conservatism in plant management and in the em- 
ployment of new capital. 

It is a common and perhaps a natural weakness on the part 
of employers to let things run along just as they have been, even 
though present conditions render old methods unsatisfactory. 
From their point of view, change means expense (apparently un- 
necessary). In the case of new inventions they would rather await 
the result of someone else’s experimentation from which, if found 
to be successful, they may be able to share in the profit without 
having shared in the expense. 

4. Impecunious operating. 

No money is expended for the development of efficient ad- 
ministration. Always the attempt is made to conserve, employing 
unskilled labor, purchasing inferior or faulty material, and cutting 
wage rates. 

The purpose of this preliminary statement has been to empha- 
size the hopelessness of inefficient management and to point out 
that when more attention is given to detail, when workmen are 
treated equitably, and when capital is given free scope, oftentimes 
“the labor will be forgotten in the joy of finding the reward.” The 
principles of management will now be considered. 

The functions of management in business, though numerous, 
may be grouped under the following general heads: 

1. Organizing and Promoting 
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2. Preparing and Co-ordinating 

8. Directing and Controlling 

These captions may be further sub-divided. A brief outline 
of the underlying duties of sucessful management respecting each 
one of the foregoing functions will now be given. 


ORGANIZING AND PROMOTING 

In order to secure capital upon the organization of a large 

corporation it is customary for the organizers to circularize pros- 

tive stockholders and to advertise the sale of capital stock. 

e circulars, in addition to setting forth the purposes and policies 
of the corporation, generally supply information relative to the site 
chosen for the plant, the class of equipment to be selected, and any 
other general plans. The preparation of data for submission to 
bankers and others requires careful consideration on the part of 
br — and among other things the following must be con- 
sidered: 

(1) The product to be manufactured and the successful mar- 
keting of that product in face of prevailing competition. 

(2) The class of labor to be employed and the facilities for 
obtaining same. 

(3) The various problems facing the particular industry and 
other industries in general. 

(4) The measure of success attained in the past by similar 
enterprises. 

(5) The raw material to be used in the manufacture of the 
product and the available supply. Also whether or not this raw 
material is subject to large fluctuations in price. 

(6) Any other information which will be necessary to con- 
vince the interested parties that the organizers have sufficient 
reason to launch a new enterprise, and that they also have sufficient 
data to demonstrate that this new enterprise should be successful. 

Based on a careful consideration of the foregoing factors, esti- 
mates should now be prepared and submitted in the form of a 
Balance Sheet and a Statement of Earnings to those from whom 
— accommodation is anticipated. The Balance Sheet should 

ow: 

(1) Estimated cost of plant, based on proposed capacity. 

(2) Cash available for working capital versus proposed loans. 

(3) The capital stock to be issued. 


The Statement of Earnings should show: 


(1) Estimated sales based on the normal capacity of the 
plant after consideration of the existing and potential demand for 
the product. 

(2) Estimated cost of manufacturing and marketing the 
product. 

(3) Interest payable on loans applied for. 

For the purposes of estimating figures to support the Statement 
of Earnings, careful consideration and study must be given to the 
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varoius operations which will be required in the process of manu- 
facture and also to the time to be consumed by each operation. 
This will determine the number of men to be employed. 

The cost of marketing will be controlled largely by the pro- 
posed size of the executive and clerical staff. This may be arrived 
at by a careful study of relationship between activities and per- 
sonnel, including the measurement of authority, the division of 
duties, the choice of individuals for each particular function, and 
the co-ordination of each function or agency, whether that be a 
gang in the shop, a corps in the office, or a stand of machines 
adapted to a particular process. The task of handling men and 
women must also be considered together with such problems as 
energizing the force by use of incentives and a system of promotion 
within the organization, thereby securing the co-operation of every- 
one employed. 


PREPARING AND CO-ORDINATING ° 


When business was handled by small proprietors, the owner 
himself performed all of the foregoing functions and he oftentimes 
was sales and production manager, accountant and financial expert. 
Today the one-man business has practically disappeared, as in- 
dustries have grown to such enormous proportions that it is no 
longer possible for one individual to attend to all details. Hence, 
we have experts employed to handle the respective units. 

After these major functions, mentioned above, have been as- 
signed, the attention of the management should next be directed 
to the less important functions. Here the assistance of the expert 
becomes valuable. The underlying principle, in this connection, 
is to select persons who possess special aptitude for tiie task to 
be assigned to them. It is important that such persons should 
possess talents or aptitudes which give reasonable promise of 
growth. As a basis for judging the fitness of men for particular 
positions, it should be noted that, the lower the position the more 
essential is all-around ability. On the other hand, greater prefer- 
ence will be shown to specific training and outstanding ability for 
the higher appointments. 

Records of performance and results obtained by each indi- 
vidual should be furnished by the department heads to the man- 
agement, and the remuneration based thereon. 

In order that each departmental unit may operate satisfactor- 
ily, it is necessary that a proportionate share of capital, labor and 
executive attention be given to each unit. That is, while it is gen- 
erally accepted that capital and labor go hand in hand, as capital 
is expended for productive equipment, so should productive labor 
and executive attention be increased to secure substantially equiva- 
lent profitable returns. 

That the peak of production may be obtained, proper co- 
ordination between departments, executives, managers and em- 
ployers is imperative. No plant can be run successfully unless each 
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one considers his co-worker just as essential to production as he is 
himself, nor unless each one works conscientiously and with the 
same thought of the end in view and results to be attained. Slave- 
driving and sweated labor have no place in modern business and if 
there is no utilization of the elements of human nature, and no 
attempt is made to educate and hold the interest of workers, apart 
from a natural pecuniary interest, dissatisfaction will invariably 
arise and the business enterprise will terminate with the inevitable 


shipwreck. 
DIRECTING AND CONTROLLING 


This brings us now to the third, and as generally viewed, 
the most important function of management—that is, Directing 
and Controlling. Here is seen the utility of the systematizer, statis- 
tician, auditor, cost accountant, and others engaged in handling 
productive and financial records. 

The manager and also the employer, if alive to present day 
demands, will call for financial data containing statistics and costs 
from which he may readily determine the trend of his own busi- 
ness. From his knowledge of the business he should be able to 
— the specific data desired. This means installing a suitable 
sys 

The essentials of a good system may be briefly stated thus: 

(1) Accuracy. By careful study of conditions and needs 
every precaution must be taken to guard against error. 

(2) Simplicity. The possibility of innumerable explanations 
being asked will not arise if the facts are presented in such a way 
as to enable the manager to obtain the desired information. 

(3) Effectiveness. The information desired should be easily 
procurable. 

(4) Convenience and Adaptability. Frequently it is found 
that many systems are not sufficiently elastic to meet changes in 
production methods. This condition should be avoided without 
violating the general principles of the system which should be cap- 
able of quick comprehension by all engaged in compiling the 
records. There should be a uniform nomenclature or numbering 
— so that the routine will be as progressive as the work 
i A 

In addition to the foregoing, the cost of installing and operat- 
ing the system should be considered as compared with the results 
to be obtained. 

When, therefore, it is proposed to install an accounting system 
for a manufacturing concern, due cognizance having been taken 
of the prevailing conditions and methods of production, the first 
questions to be asked are, what facts are required and what pur- 
poses are to be served. A system should then be devised which will 
provide the necessary information in the best and simplest form 
possible. When every detail has been carefully thought out and 
revised, the system should be introduced gradually and progres- 
sively as results warrant, so that the employees assigned to operate 
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it may have time to familiarize themselves with its details. Sug- 
gestions for improvement by such employees should be encouraged, 
and, if found proper, acted upon; otherwise their hostility may be 
incurred and the system completely killed. 

While it is impossible to obtain correct and useful records 
without paying a reasonable cost by avoiding parsimony on the 
one hand and prodigality on the other, it should be possible to build 
a system which will be able to give all the desired information 
without being open to censure on the ground of unreasonable cost. 

The system adopted must provide for the controlling of equip- 
ment, material, labor, and other expense. This involves an intri- 
cate cost system entailing much labor and pains in collating the 
various items from numerous sources and necessitating the exercise 
of close supervision. 

Cost systems were not recognized as a vital necessity until 
early in the nineteenth century when the application of machinery 
to various manufacturing processes became general, and competi- 
tion made itself felt in all industries. Numerous systems are in 
operation today, but, despite the multitudinous forms and varied 
dress, all are based upon certain fundamentals sufficiently broad 
in application to sustain the superstructure of detail erected upon 
them. The only difference between them (if they are proper 
systems) is that each one is adapted to the needs of the special 
business or class of products in which they are employed. Each 
business, though engaged in the same line of manufacture, is gen- 
erally conducted under different managerial conditions, and per- 
haps in different localities, and should therefore have a cost system 
designed to meet its peculiar requirements. 

Compared with ordinary commercial accounting, the begin- 
nings of which are lost in antiquity, cost accounting is but a thing 
of yesterday; this country of ours being popularly credited as its 
home, if not its birthplace. 

Cost records primarily are devised to reflect what money has 
been expended in manufacturing a product for sale, the object 
being to provide sufficient information to enable the management 
to ascertain the costs of the different processes of manufacture and, 
in addition, to provide accurate data for use in estimating for 
future work. Guidance as to the most remunerative products for 
preferential manufacture is also obtained. Further, by the use of 
comparative costs it should be possible to discover promptly any 
leakages. The reports for this purpose submitted to the manage- 
ment should contain information relative to the source or reason 
for such leakages. 

In your study of cost accounting you may have heard it said 
repeatedly that there are only two elements of cost, viz:— Material 
and Labor. This may be true in the case of articles made wholly 
by hand, but there are few, if any, manufacturing processes today 
in which raw materials are converted without the use of tools of 
some kind. Material and Labor, therefore, may only be regarded 
as the first stage or prime cost. 
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The cost of machines and tools necessary for manufacturing 
a product, as well as the cost of rent, taxes, insurance, heating and 
lighting the factory, and all other expenses as well form parts 
of an additional expenditure upon which production is dependent. 
These must therefore be dealt with. But since it is evident that 
these items do not enter into the actual composition of the product 
itself, they cannot be included in either of the two elements com- 
posing prime cost. Hence, it is necessary to introduce a third ele- 
ment, commonly known as burden or overhead. A variety of names 
might be applied to this element. In Great Britain it is termed 
“Establishment Charges” and often “Oncost”. This third element 
gives rise to nearly all the problems and difficulties met in Cost 
Accounting and the complexity is further increased by the numer- 
ous subdivisions rendered necessary by the demands for specific 
and detailed information. 

In a modern factory there are materials used and wages paid 
for labor which do not form part of the finished product. Such 
expenditure should be classed as “Indirect Material” and “Indirect 
Labor.” These two divisions are most important factors in costs 
and should be subject to very close scrutiny, as it is possible that 
items, which under proper supervision would not be allowed, may 
pass through unnoticed and form a source of serious loss. 

It is necessary to select with great care a method of correctly 
recording materials used and wages paid. 

You have no doubt been astonished, oftentimes, to find how 
seldom those who have to do with stores realize that “store 
material” is just another form of money and that is should therefor 
be dealt with in the same manner as cash. For example, some 
storekeepers will issue material to any workman who cares to 
ask for same, so long as he names a job number against which they 
can be charged. This is altogether wrong, and as a preventive 
it is usual to require that no goods shall be issued except against a 
Material Requisition Form signed by the foreman. These forms 
are collected daily by the cost clerk and the particulars entered 
under the respective job numbers. The stores clerk issues a credit 
slip to the cost clerk for goods issued and returned unused. This 
latter is most important in the case of spoiled work which forms 
a much larger expense than is generally supposed and calls for 
special watchfulness on the part of the inspector, foreman, or man- 
ager. Such work should not be thrown unrecorded on the scrap 
heap which is usually its ultimate destination—but should be re- 
turned to stores so that the job may be credited. Otherwise the 
job will be charged with a double amount of material. 


With reference to direct labor, it will be found that this is a 
most variable element, due to fluctuations in rates, different classes 
of workers employed, ‘changes in methods of production, change of 
conditions, etc. For example, in slack periods the labor costs are 
always greater, due to the tendency on the part of workers to delay 

a job in the hope that another will come along before the one on 
which they are engaged is finished. And in times of pressure over- 
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time may be found necessary. The method adopted for the proper 
recording of labor costs should also be carefully considered, as, in 
the case of spoiled work already mentioned, the cost records would 
be meaningless if such labor was charged to any particular job. 

Detailed explanations of the various cost systems now in force 
would be tiresome. Enough has been said about cost accounting to 
show the importance of accurate costs to the successful conduct of a 
manufacturing business. There remains only a brief statement as to 
the proper method of using completed costs. These should be com- 
pared analytically with the estimates as well as with the previous 
costs of similar work and any difference should be carefully noted. 
The conditions under which the work was carried out should also be 
noted,—that is, whether the job was normal, or was affected by 
any outside cause, such as urgency due to pressure of time involving 
overtime, strikes, lock-outs or breakdown. In this way valuable 
comparative statistics may be compiled. Whether in the form 
of charts, periodical average percentages or tables, they form a re- 
liable aid to the estimator, who thus has at hand for ready refer- 
ence the necessary data for guidance in preparing estimates for 
future work. To the manager or principal of the business they 
reveal the weak spots in manufacture or management and afford 
the opportunity of revising the methods of production or curtailing 
unnecessary expenditure. 

When the system is in working order, a periodical report 
should be submitted to the operating executive, reflecting in a 
comprehensive manner, all that has been done and the various 
conditions met with during the period covered by the report. The 
Operating Statement should clearly exhibit the cost of labor and of 
material used classified under the natural subdivisions of the work 
performed. The Balance Sheet should show in detail the true 
financial condition of the business and at the same time should be 
an historical narrative of the enterprise. The value to be derived 
from a Balance Sheet depends in large measure on the time given 
to a consideration of it—the more you put into it the more you can 
get out of it. 

Distinctions between capital and operating expenditures must 
be carefully watched in the preparation of financial reports. In 
certain enterprises such as oil, timber, and mining, experience 
teaches us that the division line, if there be any, is extremely 
narrow. Such wasting enterprises, after they have been developed 
and equipped to their contemplated or possible capacity, are con- 


stant consumers of equipment which is subject to wear and tear. ~ 


All appliances must be kept in proper repair to do their work if 
output is to be maintained. 

Hauling equipment is constantly being worn out and has to 
be replaced. As development increases, the greater is the expense 
necessary for replacements and repairs. Also, with exhaustion 
more communication lines are necessary to maintain output. As 
a rule these lines remain in place until the exhaustion is complete, 
at which time the remaining scrap value, if there be any, is rela- 
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tively small. That such expenditures constitute operating rather 
than capitalizable expense is based on the fact that they are con- 
tinually recurrent and are practically fixed factors in the cost of 
production per unit from year to year. Doubtless your first thought 
is, “How does this affect taxable income” and rightly too, for in 
these days it behooves each one of us to consider everything from a 
tax point of view. It makes no difference to taxable income whether 
such items are charged immediately to operating expense or 
written off by deductions for depreciation. It is better, as a prac- 
tical solution, to dispose of such expense by charging direct to oper- 
ating expense rather than to become involved in refined but vexa- 
tious accounting, necessary in the readjustment and compounding 
of depreciation rates when such expenditures are capitalized. 

The following quotation from Mr. G. Charter Harrison’s book 
entitled, “Cost Accounting to aid Production” provides a fitting 
summary of the principles set forth above: 

“The modern purchasing agent more or less unconsciously 
applies the principles of scientific management. Instead of buying 
coal by the ton, he purchases fuel according to heat units. Instead 
of buying any kind of belting, or the cheapest, he purchases this 
according to specifications drawn up after careful tests. Steel is 
purchased by analysis. The modern purchasing agent is as well 
posted as to the sources of supply and the cost of production of his 
major items of purchase as the modern sales manager is as to the 
field of distribution and the cost of marketing his own preduct. 

“The efforts which are made by the treasurer, the sales man- 
ager and the purchasing agent to predetermine results are an 
indication of the tendency of business to look ahead, of the change 
of viewpoint of the entrepreneur from retrospection to prospection. 
The benefits which should be derived from these efforts are greatly 
curtailed, however, owing to the absence of centralization and co- 
ordination. 

“Strictly speaking, there is no such thing as an interdepart- 
mental problem; factors influencing the plans of one department 
of a business must also directly or indirectly affect the plans of the 
other departments. The treasurer’s forecasts of collections are 
based upon the sales manager’s estimates of sales and anything 
which affects the latter’s plans must also influence those made by 
the former. The estimates of sales made by the sales manager are 
dependent upon the deliveries which can be made by the factory 
manager and accordingly any circumstance which affects the pro- 
ductive capacity in like manner influences the plans of the sales 
manager and of the treasurer. 

“There is one department which should be in a position to 
co-ordinate the efforts of all other departments, this is the account- 
ing—the one department which in the average business has not 
kept abreast of the general advance. When all other departments 
are looking into the future the outlook of the accounting department 
is still confined to what has happened and its work to the compila- 
tion of records of past events.” 
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